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Students’ Department
Edited

by

H. A. Finney

[The reader is reminded that the following attempts to answer questions
set in the examinations of the American Institute of Accountants are not
official. The board of examiners of the Institute has neither seen nor
approved these answers.]
AMERICAN INSTITUTE OF ACCOUNTANTS EXAMINATIONS
Examination in Commercial Law—May 19, 1921—9 a.m. to 12.30 p.m.
Answered by John C. Teevan

Give reasons for all answers

Negotiable Instruments
Answer three of the following four questions:
Question 1. The R. I. Company gave the following note in payment
for goods purchased:
$7,500.
Albany, N. Y, June 1, 1920.
Three months after date we promise to pay to the order of A. B.
Corporation seventy-five hundred dollars at the Albany Trust Com
pany. Value received.
John Smith, Pres.
Elmer H. Brown, Treas.

The note was written on a blank note across the margin of which
appeared the words “R. I. Company.” The note was discounted for the
payee by the Citizens National Bank and upon non-payment thereof the
bank brought suit against Smith and Brown. Could the bank recover?
Answer. Smith and Brown are personally liable on this note, and the
bank can recover. There is nothing in the body or signature of this note
to signify that it is an obligation of the R. I. Company. The fact that
the signers of the note, Smith and Brown, placed after their signatures
the title of their office, does not lessen their personal liability in any way.
Such titles are merely distinctive of the persons; they do not qualify the
liability of the persons so signing and do not impose any liability on
the corporation of which they are officers. On the other hand, if the
indebtedness was actually that of the R. I. Company, and the bank was
aware of this when it discounted the note, some courts would admit
evidence to this effect and would hold that Smith and Brown were not
liable.
Question 2. What constitutes a party a holder of a negotiable instru
ment (a) for value, (b) in due course?
Answer. (a) A holder for value is one who in consideration of the
transfer to him of a negotiable instrument has actually parted with some
thing of value. Value here is not synonymous with legal consideration,
which may be merely an executory promise. A holder for value must
actually give whatever was agreed upon. Value, however, need not be
adequate. That is, the sum or thing given may be considerably less than
the face of the instrument, but the holder will nevertheless be entitled to
the full face value of the instrument.
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(b) A holder in due course is one who has acquired a negotiable instru
ment which is complete and regular on its face, for value, in good faith,
and before it was overdue.

Question 3. What are the liabilities of a person who negotiates an
instrument (a) by delivery, (b) by indorsement without qualification?
Answer. (a) One who negotiates an instrument by delivery is liable to
his immediate transferee, and to him only, in the event that the paper is
not paid because (1) of incapacity of prior parties; (2) the instrument
was not genuine; (3) his title was defective; or (4) because he had
knowledge of facts impairing the validity of the instrument.
(b) One who negotiates an instrument by endorsement without quali
fication thereby warrants that all prior parties have the capacity to enter
into binding contracts; that the instrument is genuine; that his title to the
instrument is genuine; that the instrument will not be dishonored by nonacceptance or non-payment. He undertakes that if for any of these
reasons or otherwise, the instrument is not paid upon maturity, he will
pay the amount thereof to the holder provided proper steps are taken by
the holder to charge him.
Question 4. Define a bill of exchange.
Answer. Section 126 of the negotiable instruments law defines a bill
of exchange as follows: “A bill of exchange is an unconditional order
in writing addressed by one person to another, signed by the person
giving it, requiring the person to whom it is addressed to pay on demand,
or at a fixed or determinable future time, a sum certain in money to order
or to bearer.”
Contracts
Answer two of the following three questions:
Question 5. X, a New York dealer, purchased 25 barrels of specially
graded and packed apples from a producer at Hood River, Oregon. These
apples he afterwards resold to Y under a contract which specified an
agreed price on delivery at Y’s place of business in New York. The
apples were shipped to X from Oregon but, through no fault of either
X or Y, were totally destroyed before reaching New York. Is there any
liability resting upon X?
Answer. The contract under which X sold the apples to Y specified an
agreed price on delivery at Y’s place of business in New York. Under
rule 5 of section 19 of the uniform sales act, if the contract requires the
seller to deliver the goods to the buyer, title does not pass until the goods
have so been delivered to the buyer. The title to the apples was thus in X
and had never passed to Y.
Section 8 of the uniform sales act, clause one, provides that “where
there is a contract to sell specific goods, and subsequently but before
the risk passes to the buyer, without any fault on the part of the seller
or buyer, the goods wholly perish, the contract is thereby void.” This case
comes within this rule and hence there is no liability resting on X.
Question 6. On January 31, 1921, Travis & Wood, commission merchants at Buffalo, N. Y., wrote a letter to Vassar & Camp at New York,
offering to sell 500 gallons of linseed oil at a certain price per gallon.
The letter was received by Vassar & Camp on February 2, 1921, and
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they on the same day mailed a reply to Travis & Wood, accepting the
offer and giving directions as to shipment. On February 3, before the
receipt of the acceptance, Travis & Wood telegraphed, revoking the offer.
Was the revocation effectual to prevent the consummation of the agreement?
Answer. Travis & Wood in communicating their offer in the form of
a letter, thereby impliedly authorized an acceptance thereof through the
same channel, namely, the United States mails. Vassar & Camp in mailing
their acceptance on the same day that they received the offer thereby
accepted the offer within a reasonable time. Having once mailed the
letter, it was in effect delivered to the offeror’s agent and passed out of
the offeree’s control. Hence at the moment the letter was placed in the
mails, assuming it was properly stamped and addressed, the acceptance
was completed and a valid contract then formed. Nothing that could
happen subsequently could affect the existence of the contract except by
mutual consent of the parties. Hence the attempted revocation by wire
despatched on the day following the mailing of the acceptance, even though
before the acceptance was received, was ineffectual to set aside the con
summation of the contract.
Question 7. Define an express warranty.
Answer. Section 12 of the uniform sales act defines an express war
ranty to be any affirmation of fact or any promise by the seller relating
to the goods, if the natural tendency of such affirmation or promise is
to induce the buyer to purchase the goods. Affirmation as to value or
statements of opinion are not warranties.
Partnership
Answer one of the following two questions:
Question 8. George B. Lewis was a special partner in the limited
partnership of Bradley & Smith, his contribution to capital being the
sum of $50,000. Under the provisions of the co-partnership agreement,
the partnership expired January 6, 1921. On January 7, 1921, Lewis re
ceived from the firm the sum of $50,000, thus withdrawing his contri
bution to capital. James A. Grant, to whom the firm had become indebted
in the sum of $75,000, who had been unable to collect his debt, sued the
co-partnership in February, 1921, naming as defendants both general part
ners and Lewis, the special partner. Did Lewis have any defense to
the action?
Answer. Assuming that the indebtedness to Grant existed prior to
January 6, 1921, while Lewis was a special partner, the $50,000 capital
repaid to Lewis is subject to the payment of such indebtedness or any
other firm indebtedness existing while Lewis was a special partner. Be
yond this amount Lewis is not liable. Answering the question more
specifically, Lewis has a defense of a technical nature. The general part
ners returned his capital after the expiration of the partnership and are
bound by any consequences of this act as between themselves and Lewis.
Firm creditors, however, are not so bound and as to them the $50,000
is available to satisfy former debts. It would be necessary, however, in
this case, in the circumstances, for Grant to sue the general partners
only, and exhaust his remedy against the co-partnership assets. Then
failing so to satisfy his claim out of the co-partnership assets, he could
file a creditor’s bill against Lewis and recover up to the extent of $50,000.
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Question 9. G and H were co-partners engaged in the warehouse busi
ness. H issued a warehouse receipt which represented that the firm had
on storage for Nash & Son 6,500 bushels of wheat. Nash & Son, on the
credit of the receipt, obtained a loan from Robbins of $4,000, the ware
house receipt being transferred to Robbins. Thereafter Robbins duly
demanded the grain from G and H, when it was found that H, without
knowledge of his co-partners, had conspired with Nash & Son and had
issued a false receipt? Robbins thereupon sued both G and H.
Was G liable in any way?
Answer. G is liable as a member of the partnership G and H. The
issuance of the warehouse receipt was a matter within the scope of the
partnership business. As to third persons, H as a co-partner of G had
full authority to perform any act with reference to the partnership
business, and such act would be binding upon the partnership. The fact
that the issuance of the receipt by H was fraudulent and that G was
innocent in the matter does not lessen the liability of G in any way. Each
partner is the agent of the firm while engaged in partnership affairs and
the partnership is liable for the torts of each co-partner committed within
the scope of his agency. G is therefore liable with H for the return of
the money to Robbins.
Corporations
Answer both the following questions:
Question 10. Brown, a director of the X Realty Corporation, received
from the Y Construction Company the sum of $500 in payment for Brown’s
services in inducing the X Realty Corporation to award a certain con
tract to the Y Company. The X Realty Corporation afterward learned
of the payment and sued Brown, seeking to recover the amount so paid
to Brown by the Y Construction Company.
Could the X Realty Corporation succeed?
Answer. Brown, being a director, occupied a fiduciary relation to the X
Company. It was therefore his duty to see that the contract with the Y Com
pany was secured at the lowest possible price. Obviously if the Y Company
could afford to give Brown $500 it could have made the price $500 less
to the X Company. It was Brown’s duty to see that this was done.
Furthermore, because of the gift, Brown may have passed up a contract
more favorable to his company from some other concern which was un
willing to make such a gift to Brown. Even, however, if the contract
with the Y Company was the most favorable that could be secured, Brown
still was guilty of a breach of faith. He must therefore account to his
company for the $500 and surrender this sum to it. It is firmly estab
lished that in accepting secret gifts from one who is dealing with his
corporation, a director commits a breach of trust and may be forced to
turn over to the corporation all moneys so received.
Question 11. To what extent is a corporation bound by agreements
made by its promoters prior to and connected with its incorporation?
Answer. The general rule is that a corporation, on coming into exist
ence, is not liable for agreements made by its promoters prior to actual
incorporation. This applies to all such agreements, including those entered
into by the promoters of the corporation “connected with its incorporation,”
which cover such items as lawyers’ fees, state fees, recording fees and
similar organization expenses. In some states it is expressly provided in
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the statutes that the corporation shall be liable for all expenses incurred
in its organization. The reason for the general rule above stated is that
a corporation, not yet being in existence, cannot possibly be a party to a
contract. It can, however, on coming into being, expressly or impliedly
adopt pre-corporate contracts made by its promoters and hence become
liable for the contract price or fair price, as the case may be.
Bankruptcy
Answer the following question:
Question 12. Name three “acts of bankruptcy,” the commission of any
one of which by an insolvent person furnishes grounds for the filing
of a petition in bankruptcy.
Answer. 1. To transfer, while insolvent, any portion of his property
to one or more of his creditors with intent to prefer such creditors over
his other creditors.
2. To suffer or permit, while insolvent, any creditor to obtain a prefer
ence through legal proceedings, and not have vacated or discharged such
preference at least five days before a sale or final disposition of any property
affected by such preference.
3. To make a general assignment for the benefit of his creditors, or,
being insolvent, to apply for a receiver or trustee for his property, or to
have a receiver or trustee put in charge of his property because of
insolvency.
Federal Income Tax

Answer the following question:
Question 13. In June, 1915, A purchased a dwelling for the sum of
$15,000. He resided in the dwelling until December 1, 1920, when he
sold the property at a loss. During 1920 he paid out for taxes $186,
for insurance $60, for repairs $130, for interest on mortgage $250. His
net loss on the sale was $1,200.
In preparing A’s income-tax return for 1920, how would you treat
the items specified?
Answer. The taxes and interest would be shown as deductions from
income on A’s return. As A resided in the house himself, he would not
be allowed to show the insurance or repairs as deductions. If the property
were purchased for re-sale, the loss on the sale would be deductible, other
wise not. It is assumed that depreciation was considered in determining
the net loss, as for the purpose of ascertaining the loss or gain on the
sale of property, this item must be considered. The fact that A apparently
occupied the house from the time of purchase to the time of sale, a
period of over five years, would seem to constitute prima facie evidence
that A purchased the house for residence purposes and not for re-sale,
in which event, as above stated, the loss on the sale would not be deductible.
Partners’ Loans

in

Liquidation

Several letters have been received by the editor of this department
expressing doubt as to the propriety of the solution to problem 3 of
part 1 of the American Institute examination of May, 1921. This solution
was published in the July issue. The problem follows.
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A, B, C and D have decided to dissolve partnership. To that end they
have liquidated all their liabilities; and at the date of the first division
of cash among the partners the conditions are as follows:
Partners
Capital
Profit-and-loss ratio
Loans
A ........... ... $22,000
40%
$ 7,000
B ........... ...
19,000
30%
6,000
C ........... ... 12,000
20%
14,000
D ...........
7,000
13,000
10%
Totals .............

$60,000

$40,000

Cash available for distribution .........................................
Other assets not yet realized (of doubtful value) .........

100%
$20,000
80,000

Total ................................................................................ $100,000
State which partners should participate in the distribution of the
$20,000; how much cash each should receive; whether the payments
should be applied against the capital accounts or the loan accounts. Explain
the procedure of determining the distribution. Assume that none of the
partners has any private property.
The $20,000 was divided in the solution: C, $8,666.67 and D, $11,333.33,
and the payments were charged to the loan accounts. The reasons for
the distribution were explained, but apparently the explanation was not
adequate. The following letter is typical of objections raised:

Editor, Students’ Department:
Sir: Referring to solution to problem number three, part one, of the
last Institute examination, I wish to state that I can not quite see where
you are justified in making the distribution as you did. It seems to me
you are violating the rule of partnerships.
Loans are liabilities of the partnership quite different from capital.
Liabilities to outsiders or creditors are liquidated first of all. Next the
loans of partners are liquidated and finally the capital is paid back to
the individual partners. From this method of distribution (which by the
way is in accordance with the law) one would be led to believe that the
$20,000 available to be distributed should be used to liquidate the liabilities
or loan accounts. That would mean each one would receive fifty cents
on the dollar. When it comes to liquidating liabilities of a same class one
can not give any one or group preference over another or others, and
that is what you are doing when you make the distribution as shown in
your solution. The only reason partners make loans to the partnership is
that they have preference in case of liquidation. The fact that the
partners have no private property has no bearing on the distribution of
the available funds. Any shortage in a partner’s capital account will be
taken care of when the final distribution of capital is made. The shortage
of any capital accounts will have to be borne by the others, one of the
risks of the partnership relation.
The method you use for showing possible losses is used when there are
no loan accounts because loans are liabilities. In other words, just where
there are certain capital accounts, available cash and unrealized assets,
that method works out satisfactorily. Partnership law states contributions
to the partnership fund can not be treated as capital unless specifically
stipulated, therefore one is not justified in combining them (loans and
capital). Of course I realize that the solution given by you is just
your opinion, and not the authorized solution, but I should be glad to
hear from you further.
Yours truly,
Detroit, Michigan.
B. H. Voelker.
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It is true that partners’ loans take precedence of partners’ capitals in
liquidation, but it is also true that the partnership agreement as to the
division of profits and losses takes precedence of every other consideration,
so far as the relations of the partners among themselves are concerned.
If a partnership becomes insolvent the amount to be repaid to partners on
their loan and capital accounts should be the amount remaining to their
credit after all losses have been charged. And if the capitals are not
sufficient to bear the respective losses, the excess of any partner’s agreed
loss over his capital should be charged to his loan account. To make
this point as clear as possible, let us assume that the $80,000 remaining
assets are known to be absolutely worthless instead of merely doubtful.
How should the $20,000 cash be divided? The first step would be to
charge off the $80,000 loss, as follows:
A capital B capital C capital D capital
Capitals—per problem ....... . $22,000.00 $19,000.00 $12,000.00 $ 7,000.00
Loss—in profit-and-loss ratio
32,000.00 24,000.00 16,000.00
8,000.00

Debit balances in capital accts.

10,000.00

5,000.00

4,000.00

1,000.00

These debit balances in the capitals should be transferred to the loan
accounts, as follows:
A loan
B loan
C loan
D loan
Balances—per problem ....... $ 7,000.00 $ 6,000.00 $14,000.00 $13,000.00
10,000.00
Less capital deficits ............
5,000.00
4,000.00
1,000.00

Debit balance in loan account
3,000.00
Credit balances in loan acct.
1,000.00 10,000.00 12,000.00
Since the partners are said to have no outside property, it will be
impossible for A to pay in his debit balance of $3,000 to make good all
his share of the partnership loss. Therefore the $3,000, which A ought
to bear but can not, will have to be borne by the other partners and should
be charged against their accounts in their profit and loss ratio, after
eliminating A’s 40%. That is, the $3,000 will be charged to the other
partners on the basis of 60ths, as follows:
B ......... 30/60ths or $1,500.00
C ......... 20/60ths or 1,000.00
D ......... 10/60ths or
500.00
Writing off the debit balance in A’s account will therefore produce
the following results:
B loan
C loan
D loan
Credit balances as above
$ 1,000.00 $10,000.00 $12,000.00
Less loss on A’s account
1,500.00
1,000.00
500.00

Debit balance in loan account................
500.00
Credit balances in loan accounts.............
9,000.00 11,500.00
B ought to pay in $500 to bear the loss agreed to, but since he has no
other assets, it will be impossible for him to do so. Therefore this balance
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must be charged to C and D in their profit-and-loss ratio, which is
20% and 10%, or ⅔ and ⅓, with the following results:

Credit balances as above ...........................................
Less loss on B’s account ...........................................
Amounts to be paid to C and D (as per solution)

C loan
D loan
$ 9,000.00 $11,500.00
333.33
166.67

8,666.67

11,333.33

It seems to me that there is no question as to the propriety of this
method if the $80,000 remaining assets are known to be worthless. Charg
ing off this known loss would produce the capital deficits shown above.
These amounts are debts due to the partnership by the several partners.
The loan accounts are debts due by the partnership to the partners. It
certainly is true that the partnership has the right to offset and can deduct
the debts due by the partners (per the capital deficits) from the debts
due to the partners (per the loan accounts).
If this is conceded to be the correct method of procedure in case the
$80,000 is known at the present time to be a total loss and $20,000 is all
there will ever be to distribute among the partners, it would seem that
this is the correct method of dividing the $20,000 if the $80,000 is found
to be a loss tomorrow or at some other future date. In other words, the
liquidator should give first consideration to the profit-and-loss agreement,
which takes precedence of all other agreements or understandings, and should
make the distribution of $20,000 in such a way that it will be correct
in case the $80,000 should prove to be a loss. In that event A should
receive nothing, B should receive nothing, C should receive $8,666.67 and
D should receive $11,333.33. If the $20,000 is divided in any other way,
and the $80,000 is lost, the partners will not share losses as agreed. So
long as there is even a possibility that the $80,000 will be entirely lost,
the cash on hand should be divided in such a way as to leave the unpaid
balances of capitals and loans in amounts exactly equal to what each
partner should lose.
Mr. Voelker says: “When it comes to liquidating liabilities of a same
class one can not give any one or group preference over another or others,
and that is what you are doing when you make the distribution as shown
in your solution.” It is true that all liabilities of the same class must be
similarly dealt with, but they must be dealt with in the light of all
associated facts. If a concern has ten creditors on open account and
one of these is also a debtor for goods purchased, would not the concern
have the right to offset the account receivable against the account payable
to determine the net liability? And having made the offset, would a
preference thereby be given to any one creditor or group of creditors?
If the right of offset can be exercised against creditors, it can be exercised
against partners’ loans also.
Mr. Voelker is basing his argument on the theory that partners’ loans
are liabilities, and this is good theory. Let us assume that the four
partners are outside creditors with accounts equal to their loans. Because
of contractual obligations entered into with the partnership, A and B
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may owe the partnership amounts larger than the balances now due to
them by the partnership. If it is known that A and B have no assets and
if there is a considerable probability that the contractual obligations will
result in a debt on the part of A and B to the partnership which will
more than offset the indebtedness to them, it certainly would not be
wise nor equitable to pay them anything until the results of the con
tractual obligation are known.
This is exactly the condition of A and B with their loan accounts.
It is conceded that the loan accounts are liabilities, but the loans of A
and B are not in the same class with those of C and D. A and B have
contractual obligations with the partnership to bear losses in a certain
proportion, and the fulfilment of this obligation may result in the entire
exhaustion of their loan accounts as well as their capitals. C and D are
not in this position because they can bear their entire losses and a portion
of the losses of A and B as well and still have balances coming to them
from the partnership on their loan accounts.
Mr. Voelker further says: “The only reason partners make loans to
the partnership is that they have preference in case of liquidation. [He
overlooks the fact that this preference is subject to the right of offset.]
The fact that the partners have no private property has no bearing on the
distribution of the available funds. [To a certain extent this is true because
the right of offset would be exercised in any event if the losses exhausted
the capitals. That is, the capital deficit would be offset against the loan
instead of paying the loan and collecting the capital deficit from the
partners’ private funds. But in a further sense it is not true because if
A and B had funds outside the business it would not be necessary to charge
off the $3,000 and $500 debit balances in their loan accounts.] Any shortage
in a partner’s capital account will be taken care of when the final distri
bution of capital is made.”
The last sentence requires further consideration. We have already
seen that if the entire $80,000 is lost, the loss should be borne as follows:
A
B
C
D
Total loss—in profit-and-loss ratio $32,000.00 $24,000.00 $16,000.00 $ 8,000.00
Less excess of loss over capital
and loan ................................
3,000.00
A’s debit balance charged to B,
C and D ................................
1,500.00 1,000.00
500.00

25,500.00

Total charged to B ..................
Less excess of loss over capital
and loan ...........................
B’s debit balance charged to C
and D ...................................

500.00
333.33

166.67

Total equitable loss to each partner $29,000.00 $25,000.00 $17,333.33 $ 8,666.67
If we follow Mr. Voelker’s plan of paying each loan account fifty
cents on the dollar, and if the remaining $80,000 is lost, the losses borne
by each partner will be as shown in the following table.
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A
B
C
D
Total capital account .................. $22,000.00 $19,000.00 $12,000.00 $ 7,000.00
One-half of loan accounts.........
3,500.00 3,000.00 7,000.00 6,500.00

Total loss ............................ $25,500.00 $22,000.00 $19,000.00 $13,500.00
By this plan A and B do not bear as much loss as they should in
accordance with their agreement, and C and D bear more than they
should. Mr. Voelker says, “Any shortage in a partner’s capital account
will be taken care of when the final distribution of capital is made. The
shortage of any capital accounts will have to be borne by the others, one
of the risks of the partnership relation.” It is true that if one or more
partners can not bear all of the loss they agree to bear, the other partners
must bear a portion of the loss for them, and this is one of the risks of
the partnership relation. But the risk is modified somewhat by the fact
that a partner with insufficient capital to bear his agreed loss can be
compelled to bear it out of outside property or out of a loan account.
Under the best arrangement possible, C and D have to bear a portion of
the losses of A and B—there seems no justice in increasing the risk and
the loss by making payments to A and B.
The plan suggested in the printed solution safeguards C and D against
this injustice and guarantees a division of the loss in as nearly the agreed
ratio as is possible considering the fact that A and B have not enough
property to bear all of their agreed loss. On the other hand, no injustice
is done to A and B. They are not required to lose more than they
agreed to lose, and if the remaining $80,000 realizes a sufficient amount,
their loans will be paid in full. After distributing the $20,000 as sug
gested in the solution, the accounts will appear as follows:
A capital .................... $22,000.00
B capital ....................
19,000.00
C capital ....................
12,000.00
D capital ....................
7,000.00
A loan .......................
7,000.00
B loan .......................
6,000.00
C loan .......................
5,333.33
D loan .......................
1,666.67
Total .....................

$80,000.00

If the remaining $80,000 of assets realize $50,000, there will be $30,000
loss to charge off, with the following results:
Payments Loans paid Total cash
on capital
in full
Capitals
Loss
distribution
A ................
$22,000.00 $12,000.00 $10,000.00
$7,000.00
$17,000,00
B ................
19,000.00
9,000.00 10,000.00
6,000.00
16,000.00
C ................
12,000,00
6,000.00
6,000.00
5,333.33
11,333.33
D ................
7,000.00
3,000.00
4,000.00
1,666.67
5,666.67
Total cash distribution ..................
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The two payments liquidate the loans in full, as shown below:

First distribution ..................
Second distribution .............

C
D
$ 8,666.67 $11,333.33
$ 7,000.00 $ 6,000.00
5,333.33
1,666.67

Total ...............................

$ 7,000.00 $ 6,000.00 $14,000.00 $13,000.00

A

B

Each partner receives such a proportion of his capital as remains after
charging him with his agreed share of the partnership loss. It is true that
A and B have to wait for payments on their loans. But there is no other
way for a liquidator to safeguard himself against the danger of paying
A and B more than they will eventually be entitled to unless he waits for
his first distribution to the partners until enough assets have been collected
so that the capitals of the partners are sufficient to cover their possible
loss on the residue. The problem precludes this alternative by requiring
a distribution of the $20,000.
The entire argument may be summarized as follows: A partner is
obligated to bear his agreed loss, even though this loss exceeds his capital;
the excess may be collected from him out of private funds, or may be
offset against a loan to the partnership; as long as there is a possibility
that the loss may exceed his capital, a partner’s loan should not be paid
to him but should be held to absorb the excess loss. This is particularly
true in case the partner has no outside property.
Another letter raises a somewhat different point in the same problem:

Editor, Students’ Department:
Sir: I have been studying your solution of problem 3 on page 68 of
the July issue and would readily understand it if it did not involve loans from
partners as well as partnership capital. You have combined the loans and
the capital accounts of the partners in order to obtain the total credit for
each partner. This has the effect of applying the profit-and-loss ratio to
the unpaid loans, the same as to unreturned capital. This does not appear
to me to be fair to C and D, who have the larger loans and put this
extra amount of money into the business without having changed the
profit-and-loss ratio.
Let us assume that there is $60,000 available for payment instead of
$20,000. According to your method, we would have the following pay
ments to partners:
A
B
D
c
Total
Capital ......................... ......... $22,000 $19,000 $12,000 $ 7,000 $60,000
Loans ........................... . ...
7,000
6,000 14,000 13,000 40,000

Total credits .............. .........
Potential loss .............. ..........

29,000
16,000

25,000
12,000

26,000
8,000

20,000 100,000
4,000 40,000

Cash payments ........... .........
13,000 13,000 18,000 16,000 60,000
You will note that under these conditions A and B will have received
all of their loans and also a part of their capital, while C and D have
received only a portion of their loans and no capital. It is my under
standing that in partnership liquidation claims are settled in the following
order: preferred debts, outside liabilities, partners’ loans, partners’ capital.
This principle would be observed in the following solution of the original
problem.
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A
B
C
D
Total
Loans ......................................
$7,000
$6,000 $14,000 $13,000 $40,000
Cash payments (50%) ............
3,500 3,000
7,000
6,500 20,000
Loans unpaid .............................
3,500 3,000
7,000
6,500 20,000
This method would be applied until all loans have been paid; then
payments would be made in accordance with method you have used in
your solution.
Your opinion of the latter method will be greatly appreciated.
Yours truly,
Washington, D. C.
Wm. E. Bishoff.
The point which Mr. Bishoff is making is this: The law requires the
payments of partners’ loans before the payment of capital, and yet a case
might arise in which payments would be made on the capital accounts of
some of the partners before the loan accounts of the other partners were
paid in full. This point did not arise in the examination problem because
payments were made on two loan accounts only. None of the loans was
paid in full, and no payments were made on capital.
The point is a good one because it seems to make application of the
method in the solution a direct violation of partnership law, since capital
payments might be made before loan payments are completed. Unfortu
nately, the illustration suggested by Mr. Bishoff does not involve the point
he had in mind, because with $60,000 in cash it is possible to pay all of
the loans in full and make payments on all of the capitals: to A $6,000,
to B $7,000, to C $4,000 and to D $3,000. To bring out his point we shall
change his illustration and assume that there is $40,000 in cash available
for distribution and a possible future loss of $60,000. Applying the method
used in the solution, the distribution of the $40,000 would be determined
as follows:
Capitals ................
Less possible losses

Credit balances
Debit balances

B
C
$22,000 $19,000 $12,000
24,000 18,000 12,000

1,000

D
Total
$7,000 $60,000
6,000 60,000

1,000

2,000

C has just enough capital to bear his possible loss; B and C each
have $1,000 more capital than their possible losses, and hence each can
be paid $1,000 on capital; A’s capital is $2,000 short of his possible loss,
and hence this amount will be held out of his loan. Payments will therefore
be made on loan accounts as follows:
Balances ..................................
Less possible loss....................

A
$7,000
2,000

Payments on loans ................

5,000
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Total
$6,000 $14,000 $13,000 $40,000
2,000
6,000

14,000

13,000

38,000

The Journal of Accountancy
The distribution on loans and capital combined would be:
D
B
c
Total
A
$5,000 $6,000 $14,000 $13,000 $38,000
On loan accounts ... ............
1,000
2,000
1,000
On capitals ............ .

Total ................... ..............

5,000

7,000

14,000

14,000

40,000

We thus have this situation:
A receives a portion of his loan and nothing on his capital;
B receives all of his loan and a portion of his capital;
C receives all of his loan and nothing on his capital;
D receives all of his loan and a portion of his capital.

Clearly this does not conform to the rule of partners’ loans having
precedence over partners’ capitals because B and D receive payments on
their capitals before A receives payment of his loan in full. Nevertheless,
if I were liquidator of a partnership with these conditions I should ask
the partners to waive the law and consent to the distribution outlined
above. Failing to obtain their consent I should make no liquidating pay
ments until further collections reduced the unrealized assets to $55,000.
At that time A’s capital of $22,000 would be 40% of the possible $55,000
loss, and it would no longer be necessary for me to retain a portion of his
loan. This may seem an arbitrary position for a liquidator to take,
but the law does not require him to make partial liquidating dividends
and it does hold him responsible to any partner who loses more than his
fair share on account of his conduct of the liquidation.
To show how the liquidator might become personally liable by paying
loans in full, let us return to the illustration. The capitals total $60,000,
the loans total $40,000, there is $40,000 cash on hand and there is $60,000
in doubtful, unrealized assets. The liquidator pays the loans in full, and
after doing so finds that he is unable to collect anything from the remaining
$60,000 in assets. When this loss is charged off, the condition becomes
as follows:
B
D
C
Total
Capitals ..
$22,000 $19,000 $12,000 $7,000 $60,000
24,000 18,000 12,000
Deduct loss
6,000 60,000

Credit balances
Debit balance

1,000

1,000

2,000

A is supposed to pay in the $2,000, and if the liquidator is able to
collect it from him well and good. If not, B and D would probably
sue him, setting up the claim that the law did not require him to make
the distribution of $40,000; that he did so on his own initiative; and that
in so doing he imposed a loss of $1,000 each on them. While they might
not be able to collect, the liquidator is certainly taking chances; on the other
hand he is acting entirely within his rights and safeguarding his own
interests if he offers the partners the alternative of their consent to the
suggested distribution or no distribution at all until a later date.
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